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Attn: Shirley Beukelman, Team Coordinator

from: District Counsel, Rocky Mountain District, Denver

subject:

Specified Liability Losses Under I.R.C. Sec. 172 (f)

Tax years: Calendar years -and -

This memorandum 1s in response to your reqgquest for advice
concerning whether specified liakility losses elligible for a
special 1l0-year net operating loss carryback have been properly

claimec by I - > [ - W e

years.

Generally speaking, I.R.C. §172(f) provides that net

operating losses ("NOLs") may be carried back ten years tce the
extent the NOLs are attributable to specified liability
losses ("SLLs"). During the tax years involwved, SLLs under the

statute 1ncluded product liability losses and expenses assoclated
with the investigation, settlement or oppositicn to product

liakility claims. Additicnally, tort liabilities, as well as
liabilities arising out of a Federal or State law, were treated
as SLLs in certaln circumstances. In the case of a tort

liability, it qualifies as a SLL only if it "arises out of a
series of actions (or failures to act) cver an extended period of
time a substantial porticon of which occurs at least 3 years”
orior to the taxable year in which the deduction 1s reported.

For liabilities arising out of a Federal or State law, "the act
or failure to act giving rise £o such liability" must have
occcurred "at least 3 years before the beginning of the taxable
year" in which the deduction is reported. A more detailed
explanation of §172(f) is given below.

BACKGROUND

has claimed that SHNIIEIEIGIBM -t i-s
consolidated NOL, and $_of its consolidated -

NOL constitute SLLs which may be carried back as much as ten
vears, denerating substantilial refunds in the carryback years.

10761




CC:WR:RMD:DEN:TL-N-5683-99 page 2

These claimed Sils generally fit into the foilowing categories:

I. Tax-related costs - These ccosts are comprised of
fa} Tax department costs incurred 1n complylng
with federal and state tax laws.
(k) Sales and use tax audit settlements, including
back-interest and deficiencies.

IT. Workers' compensation - The costs invelved include:
(a) Self-insurance payments made for injurles occcurring
pPricr to -, and
(k) Premiums paid to varicus state workman's
cempensation funds or to state-endorsed
monopolistic funds.

ITI. Tort and/or product liabilities - Costs
assoclated with the payment of claims, allegedly
for torts. Based on the facts you provided to us, 1t

is possible that some of the lawsuits invoived claims
with multiple theories of recovery, 1including tort,
centract and product liability claims. The types of
claims include:

) Employment discrimination.

(a

{(b) Negligence/Fraud.

o I -

(d) Shareholder sulits, alleglng deceptive accounting
practices and milisuse of company assets.

(e) _Cases, with the causal events having

occurred before

ITIT. Environmental costs, which are associated
primarily with s mining and 0il exploration
activities, and 1nveolve contamination acts or
series of acts cccurring before -

Iv. Settlement losses attendant to the shareholder suits,
involving (1) the placement of .stock warrants intoc a
settlement trust, and (2) the payment of cash
into the trust by [ s insurers.

Each ot the above-listed categories of expenses are analyzed
helow. Additional details that are important to the analysis are
included together with the discussion of each category for ease
of reference.
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DISCUSSION

The Law -

A Statute and Regulations -

Secticon 172{(f), as in effect for the years in issue,

provides 1n pertinent part, as follows:

exis

Reg.

(f) RULES RELATING TO SPECIFIED LIABILITY LOSS.- For purposes of
this section -

{1) IN GENERAL - The term "specified liability loss™ means the
sum of the following amounts to the extent taken into account in
cemputling the net operating leoss for the taxable vyear:

(A} Any amount allowabie as a deduction under secticn 162 or
16% which is attributable to -

(i) preoduct liabilility, or

(ii) expenses incurred in the 1lnvestigation or
settlement of, or oppositicn to, claims against the taxpayer on
account of product liability.

(B} Any amount (not described in subparagraph (A)) allowable
as a deductlon under this chapter with respect to a liability
which arises under a Federal or State law or out of any tort of
the taxpayer if -

(1) in the case of a liability arising out of a
Federal or State law, the act (or failure to act) giving rise to
such liability cccurs at least 3 years before the beginning of the
taxable year, or

(i1} 1in the case of a liability arising out of a tort,
such liability arises out of a series of acgtions {or failures to
act) over an extended period of time a substantial portion of
which occurs at least 3 years before the beginning of the taxable
year.

A liability shall not be taken inteo account under subparagraph (B}
unless the taxpayer used an accrual method of accounting
throughout the pericd or perioeds during which the acts or failures
to act giving rise to such liability occurred.

® K kK

(4) PRODUCT LIABILITY - The term "product liability" means -

{A) liability of the taxpaver for damages on account of
physlical Lnjury or emotionai harm to individuals, or damage to or
loss of the use of property, on account of any defect in any
product which 1s manufactured, leased, or scld by the raxpaver,
out oniy Lf

(B) such 1njury, harm, or damage arises afte
has completed or terminated operations with resvsc
relinquished possession 0f, such product.

r the taxpayer
t to, and has

Regulations promulgated with respect to sec. 172(f}
t only with respect to product liability losses. Sese Treas.
$1.172-13. Among other things, the regulations provide that




CC:WR:RMD:DEN:TL-N-5683-00 page 4

the term "product liability"™ does not include liabkilities arising
under warranty theories relating tTo replacement or repalr of the

product.  §$1.172-13(b) (2) (i1). Additionally, the regulations
provide that liabilicy incurved as a result of services performed
by a taxpayer 135 not product liability. Id. Nevertheless, where

both a product and services are integral parts of a transaction,
liability that arises after the initial delivery, installation,
servicing, testing, etc., 1s considered product liability,
including liability arising out of subsequent servicing of the
product. Id.

The regulaticns further provide that an i1nsurance premium
pald with respect to product liability 1s not considered pald on
acceunt of "product liability™ within the meaning of the statute.
$1.172-13ib) (2} (1v). Nevertheless, ncnrefundable amcunts paid to
an Lnsurer with respect tc a specific claim, 1f they otherwise
gualify under the statute and regulations, are considered to have
been paid on account cof "product liability." §1.172-13(b) (2) (v).

Finally, we note that the regulations define deductions
attributable to product liability to include only expenses
directly attributable to product ligkbility, or Lhe expenses
(including settlement payments) incurred in connection with the
investigation or settlement of, or copposition to, claims against
the taxpayer on account of alleged product liability. $1.172-
13(k) (1) . Indirect corporate expense, or overhead, 1s not to be
included in a product liability loss for purposes of the statute.
Id.

B. Case law -

(b)(7)a

Perhaps the most significant of the cases decided thus far
15 that of Sealy Corp. and Subsidiaries v. Commissioner, 107 T.C.
177(1996), aff'd 171 F.3d 655 (9" Cir. 1999). In Sealy, the
taxpayer claimed SLLs for fees pald to its lawyers and
accountants with respect to regulatory compliance work (tax,
ERISA and SEC work) performed during the tax years 1o issue.
Sealy contended that the liabilities were i1ncurred because 1t was
requlred to comply with the Federal laws involved. It also
asserted that the events which required such compliance occurred
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more than 3 years prior to the years in l1ssue, dating back to the
time when the corpcration was ocrganized cr otherwise became
subject to such Federal laws.

The Tax Court held for the government in Sealy, and the 9%
Circuit affirmed the decision on appeal. The Tax Court based its
decision on the fact that Sealy's liability to pay for the
professional services arcse contractually, at the time Sealy
chose to receive the services, not under Federal law. Thus, the
Tax Court found that the liabilities 1n gquestion did not meest the
requirements of $172(f) (1) (B) of arising under federal law or of
occurring at least three years before the beglinning of the
taxable year. The Tax Court also held that the routine costs of
regulatory compliance were not of the same general type of
expenses specilfically menticned in $172(f), 1.e. product
liability expenses, tort losses and nuclear decommissioning
costs, and thus could not be considered to come within the
intended scope of the statute. Nor were these professional
expenses subject to the economic performance rules of
$461 (h) (2) (A) (1}. The Tax Court considered this fact significant
in light of the legislative history behind sec. 172(f), which was
enacted to provide relief from scome of the harsh effects of the
contemporanecusly enacted ecconomic performance rules. Under this
interpretaticn, Congress only intended to provide relief for
those taxpayers whose deductions are deferred because of the
economic performance requirements for at least the three year
prescriked period.

In affirming Sealy, the 9'" Circuit held that the
professional fees at issue did not arise under federal law and
that the 3~year (act or failure to act) rule was not met. Having
so held, the appeals court stated that it did not find it
necessary to consider the Tax Court's rationale concerning the
economic performance rules of $§461(h). The 9" Circuit also did
not express 1ts views concerning whether the types of losses for
SLL status are limited in scope tc losses similar in nature to
the ones enumerated in the statute.

In Intermet Corp. v. Commissioner, 1311 T.C. 294 (1998), it
was held that a consclidated group member having SLL deductions
under sectlion 172 (f), but net positive separate taxable Llncome
under Treas. Reg. $1.1502-12, contributes no amount of SLL
deductions to the group's consolidated NCOL. Thus, no amount of
that member's SLLs are available for 10-year lcss carryback to
any prior years of elther that member or the group. Id.

Cne bankruptcy case is worthy of mention. In United States
v, Ralsam Corp., 232 B.R. 160 (E.D.Mo. 1297), the District Court
atfirmed the Bankruptcy Court's finding that a fraudulent scheme
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irvolving misrepresentation of corporate earnings over a Slx year
period pricor to the tax year in issue, resulting in losses from
the settlement of shareholder lawsults, gave rise to tort
liabilities constituting SLLs under sec. 172(f).

C. Rulings -

Chief Counsel's Naticnal Cffice has issued a number of
Private Letter Rulings interpreting $172(f). Pursuant to
£6110(7) (3), these rulings ars not precedential and cannct be
used or cited as such. However, review of these rulings can
provide insight useful in analyzing the extent to which §172Z(f)
applies in a given situation. Nevertheless, we must recognize
that such rulings merely refiect the thinking of Chief Counsel at
the time they were lssued. They do not even carry the force of a
Revenue Ruling, which the Service 'is committed tc follow in
similar factual circumstances.

Based in part upon a portion of the Tax Court's analysis 1n
the Sealy case, it is our position that $172(f) 1s intended by
Congress to apply only to a narrow class of liabilities, where
the deductibility of an item is inherently delayed by the nature
of the item, resulting in a substantial delay between the time
the act giving rise to the liakility occurs and the time a
deduction may be claimed for the liability. In PLR 9840003 (May
29, 1998), 1t was stated that "a Federal income tax liability or
related State income tax liability, and any interest thereon,
does not constitute an inherent delay liability, and does not
arise under a Federal or State law within the meaning of
§172(f) (1) (By." See alsg PLR 199922046 {March 5, 1999)("...a
state tax liability censtitutes a routline cost that dees not
involve an inherent delay between the time the events giving rise
to the liability occur and when the deduction for such liability
becomes allowable.") The fact that delays actually occur because
a tax is unsuccessfully contested, does not amcunt to a delay
which is inherent in the nature of the liability since a taxpayer
need not underpay 1ts state tax liability. Id.

As for the language in £172(f) (1) (B} which refers to
deductions "with respect to" a liability arising under Federal or
State law, 1t 1s our position that such language should be
interpretaed narrowly. Additicnally, although a chaln of
causation might be said to give rise to liabilities under Federal
or State law, 1t is the final act or fallure to act in the chain
of causation leading to the creation of a given liability from
which it can be determined that the taxpayer has a legal
obligatiocn which would qualify as "the act or failure to act"”
within the meaning of the statute. See PLR 1995944004 (Nov. b,
1999) .
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Additional PLRs are referenced below as appropriate to thes
analysis of the specific types of SLLs claimed by ||| GcIHB

I'r. Analysis -

A. Tax-related Costs -

Based on the Jealy case, discussed above, we conclude that
none of the compliance costs, deficiencies or interest paid would

qualify as a specified liability loss under $172(£).

B. Workers' compensation -

(b)(5)(DP), (b)(7)a

We do note, however, that the accrual and
deduction of certain workers' compensation payments was the
subject of controversy prior to the enactment ¢f the economlic
perfcrmance provisions of $46¢l1(h). The regulaticns under that
provision specifically cover workers' compensation payments.
Treas. Reg. $1.461-4{g) (2). We further note that certain
payments made pursuant to workers' compensation laws may be
delaved for a period more than 3 years after the injury giving
rise to the liability has occurred. Such payments (for years 4
and forward) would, therefore, appear to fit within the scheme of
relief which Congress sought to establish through enactment of
§172 (L) .

On the other hand, payments which are delayed solely because
of a controversy over whether they are owed, appear not qualify
under the 3-year rule. Thus, pavments for years 1 through 3
after the 1njury occurs, which are delayed until the controversy
over the workers' compensatlon claim 1s rescolved, are not
"inherently delayed," and would not qualify as SLLs. Rather, any
delay beyend 3 years pertaining to such payments is the resuit of
the controversy, not the inherent nature of the liability.

With respect to workers' compensation insurance premiums,
the deductibility of such payments 1is not subject o "inherent
delay." They are routine costs, deductible when i1ncurred, not
like those costs identified in the statute. See Sealy, 107 T.C.
at 136.

(b)(5)(DP), (b)(7)a
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(b)(5)(DP), (b)(7)a

C. Tort and/or product liabilities -

Section 172 (f) permits a 10-year carryback for deductible
payments which are "attributable to" product liability (and
certalin associated expenses) or "with respect toe”™ a tort of the
taxpayer. Important conseqguences flow from whether the claimed
deduction 1s associated with a product liability, a tort, or
neither. For example, costs incurred in connecticn with the
investigation, settlement or opposition to a product lLiability
claim are eligible SLLs. In contrast, such costs are not part of
the SLL if they are incurred in connection with a tort. Ancther
key difference is that only multiple act torts qualify for SLL
treatment, with the additional requirement that a "substantial
portion" of the acts giving rise to the liability must have
occurred more than 3 years pricor to the tax year of the
deduction. It is also important to note that deductions
assoclated with contractual liabilities are not within the ambit
of section 172(f).

(b)(7)a

When multiple claims are settled, the ailocation of the
total consideraticn pald amorg the claims setzled 1s a guestion
of fact. We know of no cases determining such an allocation in
the context of section 17Z2(f). In other clrcumstances, for
example 1n the context of sec. 104(a) (2), the determinative
inquiry is "the intent of the payor as to thne purpose 1n making
the paymentc." Stocks v. Commissioner, 28 T.C. 1, 10

(1992) (citing Knuckles v. Commissioner, 349 F.2d 610, 612 (107"
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When allocation of the payment: is found in the settlement
agreement, it 1s usually censidered conclusive and, therefore,
controlling, but only if the agreement was "negeotiated at arms

length between adverse parties." McKay v. Commissionexr, 102 T.C.
465, 482-483 (1894). However, 1if the allccations are
"uncontested, nonadversarial, and completely tax motivated,™ they
will bhe rejected. BSee e.g. Robinson v. Commissioner, 102 T.C.

1le, 134 (1994).

Another impertant ceonsideration 1s whether the particular
categories of lawsuits and claims [ has identified might be
classified as involving terts, product liabilities, or other
tyvpes of liabilities. There is no clear answer to this ingquiry,
because the classification of a claim as a tort, for example, 1is
not clear cut. Nor i1s it necessarily easy to determine from-s
classificaticns whether any of the claims within a particular
class might be single-act cor multiple act torts. For instance,
the ﬁ(ﬁlaims category identified by|jjjjjnay, ir a
particular case, be either a tort claim or a product liability
claim, and it might also invelve a single act or multiple acts
giving rise to that liability.

Whether a personal injury claim for an
injury is a tort or a product liability claim depends upon the
facts of the case and the law of the jurisdiction in which the
claim is brcought. Whether a particular
liability claim involves a single act or multiple acts might
depend on the nature of the disease, e.g. || IGEcE@;@ (vhich
typically i1is caused by repeated exposure) or mesothelioma (which
can be caused by a single exposure).

Similarly, the employment discriminration liabilities
identified by Il are not necessarily torts, and it is not clear
whether in a particular case the liability arcse from a single
act or multiple acts. The Supreme Court has determined that a
claim is tort-like only if it provides broad remedies consistent
with "traditional tort liability." United States v. Burke, 504
.5, 229, 237 (1992). In Burke, the Supreme Court decilded, 1n
the context of sec. 104 (z){2), that sex discrimination under
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Title VIT of the Civil Rights Act of 1964, which prohibits
discrimination in employment on the basis of race, sex, rei:glon
and national origin, is not tort-like because Title VII, priocr to
its amendment in 1991, limited remedies to back pay. Id. at 238.
According to Burke, traditional tort liability includes damages
for lost wages, medical expenses, diminished future earning
capacity, emotional distress, pain and suffering, 1mpairment of
reputation and standing in the community, personal humiliatiocn,
mental anguish and suffering, and where the defendant's
misconduct was intentional or reckless, punitive or exemplary
damages. Id. at 235-237. More recently, in Commissioner v,
Schiier, 115 §.Ct. 2159 (1%%5), the Supreme Court held that a
claim arising under the Age Discriminaticn and Employment Act
(the "ADEA") was not a tort, applving the test 1t had formulated
in Burke. The available damages under the ADEA lncorporated the
remedial provisions found in the Fair Labor Standards Act, which
effectively limits the damages to back pay and, if the viclation
is willful, liquidated damages equal to back pay.

Since "employment discriminatlion™ claims can encompass a
broad range of claims under various State and Federal laws, 1t 1s
nct possible here to give you a complete analysis of the numerous
scenarios likely to be embedded in |} s assertion that its
liabilities constitute SLLs. The above explanaticn 13 cnly a
brief introduction to some ¢f the complexities inherent in
determining whethe discriminaticon claims
constitute torts.

In addition to the above-mentioned categories of suits
and employment discrimination), the taxpayer
has alsoc asserted SLL treatment with respect to
claims, shareholder suits and suits invoiving negligence/fraud.
Like the other catsgcories, each claim in these last three
categories must be carefully analyzed.

Negligence and fraud allegations are closely associated with
traditional, common law torts. If the 3-year and multiple-act
requiremenrts of sec. 172(f) are met, liabilities arising {rom
negligent cor fraudulent acts of the taxpayer would most lLikely
qualify for the 10-year carryback. However, we must cautlon you
to carefully review the complaint filed in the lawsuits which N
alleges are qualified as SLLs. Although allegations of
negligence and fraud are assoclated with certaln common law
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torts, they are also frequently raised in connectlon with
contract disputes or where statutorily granted rights are at
staks, such as sharehcolder lawsuits. Contract liability disputes
clearly do not qualify for SLL treatment.

The shareholder lawsuits bkrought against-do possibly
involve "torts." See United States v. Balsam Corp., 232 B.R.
(£.0.Mo. 1997) . (OIGINGRCIGE

150

Below, we address the additional issues related to
settlement of the shareholder lawsuits: (1) whether such
liabilitles arlse under federal or state law within the meaning
of sec. 172(f); (2) whetherJis entitled to a deduction in
for its contributicon of stock warrants to the settlement fund
created to resolve 1ts shareholder lawsuits; and (3) whether

is entitled to a deduction, to be included as part of its SLL,

for the liability paid by its insurers when they paid S|} Qb J N IR
cash into the settlement fund.

Liabkility for fines and

corrective actlons pursuant to
laws would clearly not constitute a tort. Nor would the
deduction of such liabilities involve any "inherent delay”

between the time the legal obligation arises and the time | IR

completes its enforcement acticn. See Sealy Corp. and
Subsidiaries v. Commissioner, 107 T.C. 177(1996), aff'd 171 F.3d
655 (9" Cir. 1999); PLR 199927012 (April &, 1999); PLR 9840003

(May 29, 1898).

We do note, however, that certain tort or product liability
lawsuits may involve alleged viclations of _

offered as proof of the defendant's negligence. For example, 1f
failed to

T oo ooty breached its duty of care to the
plaintiff. Tt is also possible that breach of contract lawsuits,
e.g. with a subcontractcor, might involve defenses to the alleged
breach based upon committed by the other party to

Che contract. [NOOROGE
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(b)(5)(AC), (b)(7)a

D. Fnvironmental claims -

Various "environmental" claims have been asserted by -to
be part of its S5LLs for the years in issue. At this point, we
know very little about the nature of these claims, other than
Bl s ciaim that the liabilities arise from acts (or series of
acts) of contamination prior to [} Tt is not possible to give
you an opinion concerning the validity of [ffs assertions until
we have specific knowledge of the envirconmental claims which gave
rise to each of these liabilities. In deciding what evidence to
gather, please refer to our analysis, abcve, concerning tort and
product liability, inherent delay, the 3-year rule, liabllities
under federal/state laws, and [JJiiabilities. We stand ready
to provide vou with any additional assistance you regqulre on this
issue.

E. Settlement of shareholder lawsults -

We have already shared with you our preliminary
cbhservations, above, concerning whether the shareholder lawsuits
gave rise to tort liability. Additional issues related to -'s
settlement of the shareholder lawsuits include: (1) whether such
liabilities arise under federal or state law within the meanin
of sec. 172(f); (2) whether [Jjis entitled to a deduction in h
for its contribution of "certificates" in [l cr for its
contribution of stock warrants in- to the settlement fund
created to resolve its shareholder lawsuits; and (3) whether [l
is entitled to a deduction, to be included as part of its SLL,
for the liability paid by its insurers when they paid $
cash into the settlement fund. Issues (2} and (3) are 1mportant
in the context of sec. 172{f}, because it allows the 10 year
carryback only with respect to amcunts "allowable as a deducticn™
under Chavter 1 (related to income taxes) of the Internal Revenue
Code. I.R.C. §172(f) (1) (B).

With respect to the first issue, 1t 1s our opinlion that -
liabilities related to shareholder lawsuits do not arise under
federal or state law within the meaning of sec. 172(f). Although
the liabilities may have arisen because of viclaticons of federal
and state securities laws, they relate to what are essential.ly
private rights of action created by federal and state statutes.
See e.g. Sec. 12(2) of the 1933 Securities Act (15 U.5.C. §77a ez
seq); Rule 10-b of the 1934 Securities Exchange Act (15 U.S5.C.
$78a et seq). To read sec. 172{(f) more broadly would result in
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any private right of action cognizable at law or 1n equlty being
congidered as a liability arisirg under federal cor state law.
Such a reading of sec. 172(f) 1s clearly beyond the narrow class
of liabilities for which Congress intended to provide relief. See
Sealy Corp. and Subsidiaries v, Commissicner, 107 T.C.
177(1936) .1

Nevertheless, even 1f -'s shareholder suits could be
considered to have arisen under federal or state law, the
liabilities related to such lawsuits do not meet the "inherent
delay" standard set forth in Sealy. In Sealy, costs of complying
with securities laws were found not: to be within the scope of
sec., 172(f)y, in part, because they were not subject Lo an
lnherent delay between the time the liabilities arose and the
Cime payment was reguired. Rather, the compliance costs were
found to ke routine costs payable and deductible in the ordinary
course of business. Id. In our opinion, the liabilities
associated with violating those same laws should not be treated
any differently. -need not have violated securities laws.
Its obligation to pay with respect to such vioclations was not
inherently delayed, but was delayed merely by the time 1t toock
for those vicolations to be discovered and contested. Delays due
solely to having contested a liability cannot be considered
inherent delays related to the nature of the liability. See PLR
199922046 (March 5, 1999). This delay is unlike that associated
with laws intended to be within the sceope of sec. 172(f), such as
mine reclamation liabilities, which are inherently delayed from
the time the liability arises (disturbance of the land) to the
time the obligation to pay ripens under the reclamation statute
{usually, closure of the relevant part of the mine). See PLR
169927012 (April 6, 1999) (discussion of the legislative history).

As to the second issue, we preliminarily conclude that -'S
payment of contingent "certificates” and, later, stock warrants
into the stock fund 1s not deductible until such time the stock
warrants are exercised, 1f ever. This conclusion depends upon
the reliability of information you have conveyed to us, pending a
complete response by the taxpayer to your IDR on this Llssue.
Based upon the information you have provided thus far, we are
assuming that the "certificates" and stock warrants were placed

L' But see PLR 9550011 (September 123, 199%) (holding that
liabilirtles in connection with a shareholder suit pursuant tc the
Securities and Exchange Act of 1934 "arose out of Federal law"
for purposes of sec. 172(f)). As mentioned above, this private
ruling 1s not precedential. We also note that this PLR was
1ssued more than a year prior to the Tax Court's decision 1in
Sealy, and 1t possibly no longer reflects the current thinking of
Chief Counsel ¢n this issue.
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into a "qualified settlement fund" within the meaning of sec.
468B. You have indicated that [Jagreed to transfer stock to the
fund in - At that time, transferred "certificates” which
could be converted 1into i shares of stock once final
court approval of settlements concerning all related litigation
was obtained. However, the "certificates" were to be rebturned to
Bl : < canceled in the event that such approval did not occur or
in the event|jwent into bankruptey. According to your
memorandum to us, final court approval occurred sometime between
- - Bl o 150 have indicated that actual
shares of stock were never issued pursuant to the "certificates.”
Instead, -went into bankruptcy, and in M ic placed stock
warrants into the settliement fund in satisfaction of the
sharenclder lawsu:its.

Without sec. 468B, a deduction would not be allowed until
after economic performance had cccurred, which would not occur
until payment had been made to the plaintiffs, rather than to the
fund. However, pursuant toc the regulaticns under sec. 468B, when
the transferor transfers property to the fund, economic
performance is generally deemed tc have cccurred and the
transferor 1s entitled to a deduction for the transfer at such
time. Treas. Reg. §1.468B-3(c) (1). One exception to this
general rule is that the transfer of an obligation to transfer
property in the future does not ceonstitute economlc performance
until that property 1s actually transferred. Treas. Reqg.
$1.468B-2(c) (3). Stock warrants are an obligation to transfer
stock in the future at a fixed

. Pursuant to the
regulation, the deduction that [ claimed in B =0 he time it
agreed {in the form of the "certificates") tc issue stock, 1is
premature. Id. Likewilse

The third sub-issue related to the shareseholder settlement

fund 1s whether -is entitled to a deduction for a $q
payment made on 1ts behalf by its insurers. We conclude that
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15 not entitled to a deduction for this amount which might then
be counted as part of its SLL. As noted above, without sec.

4688, the economic performance rules under sec. 461 (h) would
preclude any deduction into a settlement fund until actual
payments are made to the plaintiff{s). Section 468B permits the
deduction cof gqualified payments into a qualified settlement fund
by deeming that economic performance occurs at such time. The
regulations state, however, that no deduction 1s allowed to the
extent that the transferred amounts represent amounts recelved
from the settlement of an insurance claim and are excludable from
gross income. Treas. Reg. $1.468B-3{(d}. The requlation further
states that, 1n the event a transfer to the fund has occurred for
which the taxpayer took a deducticn, any later insurance recovery
must be taken into income Lo the extent of the prior deduction.
Id. 1In this instance, ] rever made a payment into the fund for
which it was later reimbursed by its insurers. Rather, the
insurers made payments directly into the settlement fund.
Accordingly, we conclude that the payment by insurers in this
case does not result in either income or a deduction for A

Id.; see PLR 9507035 (November 21, 1994) (taxpayer was permitted
a deduction only for the amount it contributed to a Global
Settlement Trust, not for amounts paid by the insurer); PLR

9609041 (December 4, 1995) (taxpayer was not entitled to any
deduction, nor required to report any income, in connection with
a Trilateral Settlement Trust funded solely by 1ts insurer).

* * * * * *

If you have any questions concerning this matter, please
feel free to call me at (303) B44-3258, ext. 268.

MARTIN B. KAYE
District Counsel

. Tl BB >

WILLIAM P. Bd@’LET
Attorney
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